IT. BUSINESS AND CAPITAL INCOME TAXES

CHAPTER 6

REVISE THE TAXATION OF CORPORATE INCOME

Equity investment in the corporate sector is discouraged by the
relatively high effective rate of taxation imposed on the return from
such investment. Current law imposes double taxation on corporate
income distributed as dividends, mitigated only by the exclusion
available to individual shareholders for the first $100 of dividend
income received. The Administration proposes to repeal this exclusion
and to institute a corporate-level deduction for 10 percent of
previously taxed corporate earnings paid out as dividends. 1iIn
addition, the Administration proposal would reduce the marginal tax
burden on corporate income by lowering the top corporate tax rate from
46 percent to 33 percent. A graduated rate structure for
corporations would be maintained, in order not to increase the burden
on small corporations.
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REDUCE CORPORATE INCOME TAX RATES

General Explanation

Chapter 6.01

Current Law

In general, a tax is imposed on the taxable income of corporations
at a maximum rate of 46 percent for all such income in excess of
$100,000. For corporate income under $100,000, tax generally is
imposed under the following schedule:

(1) 15 percent on taxable income up to $25,000;

{2) 18 percent on taxable income between $25,000 and $50,000;

(3) 30 percent on taxable income between $50,000 and $75,000; and

(4) 40 percent on taxable income between $75,000 and 35100,000.

The graduated rates are phased out for corporations with taxable
income over $1,000,000, so that corporations with taxable income of
$1,405,000 or more pay, in effect, a flat tax at the 46 percent rate.

Reasons for Change

The current corporate income tax overtaxes some corporations and
undertaxes others., Although corporations generally are subject to a
uniform rate structure, the base of income subject to tax differs
depending on the extent to which corporations are able to generate
preferred sources of income or deductions. For corporations with
overstated deductions or losses, or deferred or exempt income, the
effective rate of tax may be far below the prescribed statutory rate.

A variety of the existing provisions that narrow the base of
corporate taxable income are explicitly intended to lower the
effective tax rate on corporate investment and income. By
establishing preferences for particular forms of investment, however,
such provisions override private decisionmaking and stimulate
non-economic, tax-motivated activity. In contrast, tax relief
provided in the form of lower statutory rates creates an incentive for
investment that is neutral across assets and industries, and allows
the choice among various investments to be based on economic rather
than tax considerations. Although the Administration proposals retain
certain targeted investment incentives, the general thrust of the
proposals is to reduce the influence of the tax law on private
commercial activity. Thus, the Administration proposals would expand
the base of corporate taxable income in order that statutory rates of
tax applicable to such income may be substantially reduced.
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Progosal

Under the proposal, a tax would be imposed on taxable income of a
corporation at a rate of 33 percent for all such income in excess of
$75,000. For corporate income under $75,000, tax would be imposed
under the fellowing schedule:

(1) 15 percent on taxable income up to $25,000;

{2) 18 percent on taxable income between 525,000 and $50,000; and

(3) 25 percent on taxable income between 550,000 and $75,000.

The graduated rates would be phased out for corporations with
taxable income over $140,000, so that corporations with taxable income
of $360,000 or more would pay, in effect, a flat tax at the 33 percent

rate.

Effective Date

The proposed corporate tax rates would be effective July 1, 1986.
Thug, the rate schedule for taxable years including July 1, 1986,
would reflect blended rates based on the new rates effective on such
date.

Analysis

Lowering the maximum corporate tax rate generally would reduce the
after—-tax cost of corporate equity capital and therefore would
encourage increased corporate equity investment. Reducing the
after-tax cost of corporate equity relative to debt could also lessen
upward pressures on interest rates caused by current heavy borrowing
in the corporate sector.

The proposal retains a modified graduated rate structure for small
corporations in recognition of the fact that complete elimination of
the graduated rate structure would dramatically increase effective tax
rates for many smaller corporations, thus nullifying the positive
effects, for such corporations, of the proposed reduction in the
maximum marginal rate.
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REDUCE DOQUBLE TAXATION OF CORPORATE EARNINGS
DISTRIBUTED TO SHAREHOLDERS

General Explanation

Chapter 6.02

Current Law

In general, corporations are treated as taxpaying entities
separate from their shareholders for Federal income tax purposes.
Thus, a corporation separately reports and is directly taxable on its
income. Correspondingly, the income of a corporation is not taxable
to its shareholders until actually distributed to them. An exception
to these rules is provided on an elective basis under Subchapter § of
the Code. Taxable income of an $ corporation is allocated among and
taxed directly to its shareholders. This pass-through tax regime is
limited to corporations meeting certain requirements, including that
the corporation have only one class of stock and 35 or fewer
shareholders.

Dividends paid by corporations other than § corporations are taxed
to individual shareholders as ordinary income (except for a $100 per
year exclusion). Corporate shareholders generally are taxed on only
15 percent of dividends received from other corporations, and are not
subject to tax on dividends received from certain affiliated domestic
corporations, such as controlled subsidiaries. Corporations are not
entitled to a deduction for dividends paid to shareholders. Conse-
gquently, corporate taxable income paid as dividends to individual
shareholders generally bears two taxes, the corporate income tax and
the individual income tax. Corporations are permitted, however, to
deduct interest paid on corporate indebtedness, even if paid to cred-
itors who also are shareholders.

Corporate distributions to shareholders generally are taxable
"dividends" to the extent of (i) the corporation’s earnings and prof-
its in the year of distribution plus (ii) earnings and profits accu-
mulated in prior years. In concept, a corporation’s earnings and
profits represent its ability to make distributions to shareholders
without impairing invested capital. Thus, earnings and profits, in
general, measure economic income of the corporation available for
distribution to shareholders. Distributions to shareholders in excess
of current and accumulated earnings and profits first reduce the
shareholders’ basis in their stock, and, to the extent of the excess,
are taxed as amounts received in exchange for the stock.

If a corporation redeems its stock from a shareholder, the dis-
tribution from the corporation generally is treated as a payment in
exchange for the stock and any resulting gain to the shareholder is
taxed as a capital gain. Similarly, amounts received by a shareholder
in a distribution in complete liquidation of the corporation are
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treated as payments in exchange for the stock. Such sale or exchange
treatment also applies to distributions in partial ligquidation to
noncorporate shareholders.

Reasons for Change

The disparate tax treatment of debt and equity in the corporate
sector distorts a variety of decisions concerning a corporation’s
capitalization as well as its policies with regard to investment or
distribution of earnings. Because interest payments are deductible by
a corporation and dividend distributions are not, corporate earnings
distributed to shareholders are subject to both corporate and share-
holder income taxes, while corporate earnings distributed as interest
are taxable only to the creditor. The effective double taxation of
dividends encourages corporations to finance their operationsg with
debt rather than equity. This reliance on debt capital increases the
vulnerability of corporations both to the risks of bankruptcy and to
cyclical changes in the economy.

The different treatment of interest and dividends under current
law also places great significance on rules for distinguishing debt
from eguity. Historically, the distinction for tax purposes has
rested on a series of general factors which have been given different
weight depending on the circumstances of the taxpayer and on the
particular court making the determination. This approach has
increasingly generated uncertainty, especially as more scophisticated
financial instruments have merged the traditional characteristics of
debt and equity. Although attempts have been made to formulate and
codify more or less mechanical tests for distinguishing debt from
equity, no consensus exists concerning the proper criteria for such
tests. Considerable uncertainty thus remains under current law
concerning whether instruments will be treated as debt or equity for
tax purposes.

The double taxation of earnings distributed as dividends to
shareholders also affects corporate distribution policy in ways that
detract from the efficiency of the economy. Corporations with
shareholders in relatively high tax brackets are encouraged to retain
earnings, in order to defer shareholder level income tax.
Corporations with shareholders who are tax exempt or in relatively low
tax brackets are encouraged to distribute earnings, so that the
shareholders may invest those earnings without bearing future
corporate~level income tax. These incentives for or against
distribution of earnings interfere with ordinary market incentives to
place funds in the hands of the most efficient users.

The double taxation of corporate earnings distributed to share-
holders also increases the cost of capital for corporationsg and
discourages capital-intensive means of production in the corporate
sector. Similarly, double taxation discriminates against goods and
services that are more readily produced or provided by the corporate
sector as well as activities customarily engaged in by corporations.
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Investors are thus discouraged from using the corporate form, even in
circumstances where nontax considerations make it desirable. The
elective provisions of Subchapter S provide only limited relief from
these effects.

Proposal

Deduction for Dividends Paid. The double taxation of corporate
earnings distributed as dividends would be partially relieved under
the Administration proposal by allowing domestic corporations, other

than those subject to special tax regimes {(e.g., regulated investment
companies), a deduction equal to 10 percent of dividends paid to their
shareholders ("dividends paid deduction"). The amount of dividends

subject to the dividends paid deduction would be limited, however, to
ensure that the deduction is allowed only with respect to dividends
attributable to corporate earnings that have borne the regular corpo-
rate income tax. Thus, relief from double taxation of dividends would
be provided only when the income with respect to which the dividends
are paid is actually taxed at the corporate level. The dividends paid
deduction, therefore, would not be available with respect to corporate
distributions from so-~called tax preference income.

The limitation on the source of deductible dividends would be pro-
vided by requiring every corporation to maintain a Qualified Dividend
Account. The amount of dividends with respect to which a deduction
could be claimed in any taxable year would be limited to the Qualified
Dividend Account balance as of the end of the year during which the
dividends were paid. Dividends paid during a taxable year in excess
of the Qualified Pividend Account balance as of the end of the year
would not be eligible for the dividends paid deduction. Moreover,
these excess dividends could not be carried forward and deducted with
respect to amounts added to the Qualified Dividend Account in subse-
quent years.

The Qualified Dividend Account would consist of all earnings that
have borne the reqular corporate tax, less any deductible dividends
paid by the corporation. Thus, the Qualified Dividend Account would
be increased each year by the amount of the corporation’s taxable
income (computed without regard to the dividends paid deduction).

The corporation’s taxable income would be added to the Qualified
Dividend Account even if it was taxed at a rate below 33 percent. The
amount of taxable income added to the Qualified Dividend Account each
year, however, would be reduced by the amount of any taxable income
that, because of any allowable credit, did not actually bear the
corporate tax. For this purpose, foreign tax credits would be treated
the same as any other credit.

The Qualified Dividend Account would be decreased each year by the
amount of any dividends paid by the corporation with respect to which
a dividends paid deduction was allowable, Dividends paid during a
year in excess of the Qualified Dividend Account balance as of the end
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of the year, however, would have no effect. Thus, the Qualified
Dividend Account balance would never be reduced below zero. As
described below, the Qualified Dividend Account also would be reduced
to reflect distributions in redemption or in partial or complete
liquidation. Rules would be provided to govern the transferability of
the Qualified Dividend Account in mergers and acquisitions.

The dividends paid deduction allowed to corporations would be
treated similarly to other business deductions. For example, the
deduction would enter into the determination of a corporation’s net
operating loss and thus could be carried back and forward. Similarly,
the dividends paid deduction would be taken into account for purposes
of computing a corporation’s estimated tax liability, and would be
allocated to income from foreign countries in a manner that would
relate the deduction to the amount of earnings in the Qualified
Dividend Account from the particular country.

Distributions in Redemption, Partial Liquidation, and Complete
Liquidation, and Other Corporate Distributions. 2 corporation would
not be entitled to the dividends paid deduction with respect to
distributions in redemption of stock, including distributions in
partial or complete liguidation, that are not taxed as dividends to
the shareholders. In addition, the Qualified Dividend Account would
be reduced by a proportiocnate amount of the redemption or liguidation
proceeds. In the case of a distribution in complete liguidation, the
liguidating corporation would simply extinguish its Qualified Dividend
Account balance at the time of the liquidation. 1In the case of a
distribution in redemption or partial liquidation, the Qualified
Dividend Account would be reduced using a computation similar to the
one used under current law to determine the portion of a distribution
in redemption that is properly chargeable to earnings and profits.
Accordingly, the Qualified Dividend Account generally would be reduced
in proportion to the amount of the corporation’s outstanding stock
that is redeemed (but not in excess of the amount of proceeds dis-
tributed to shareholders).

Under current law, certain transactions not formally denominated
as dividends by distributing corporations are treated as dividends for
tax purposes., These transactions include certain redemptions (section
302(d)), certain stock purchases by corporations related to the issuer
(sections 302(d) and 304), certain stock dividends (sections 305(b)
and (c¢)}), certain sales and other distributions of preferred stock
{section 306), and certain "boot" received in otherwise tax-free
reorganizations or divisions (sections 356(a)(2), 356(b), and 356(e)).
Corporations making distributions to shareholders in such transactions
would be permitted to treat the distributions as dividends subject to
the dividends paid deduction, provided that the corporations treated
the distributions as dividends for information reporting purposes. In
the event a distributing corporation did not treat such a distribution
as a dividend for information reporting purposes and therefore did not
claim a dividends paid deduction, the Internal Revenue Service would
have the authority to allow the deduction if the transaction were
subsequently characterized as a dividend and the corporation and
shareholder treated the transaction consistently.
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Intercorporate Investment. The treatment under the proposal of
dividends paild to corporate shareholders would ensure that the partial
relief from double taxation of corporate earnings would not be
available until the earnings were distributed outside the corporate
sector. In addition, current law applicable to the receipt of
dividends by corporate shareholders would be changed under the
Administration proposal to eliminate the small portion of certain
dividends (generally 15 percent) that is currently subject to more
than two levels of tax.

Under the proposal, a corporation paying dividends would compute
its dividends paid deduction without regard to whether the recipient
shareholders were corporations. A payor corporation, however, would
be required to report to its corporate shareholders the amount of
dividends paid to such shareholders with respect to which a deduction
was allowed to the payor corporation.

Corporate shareholders would be required to include in their tax-
able income the portion of dividends for which the payor corporation
teceived the dividends paid deduction. Accordingly, the dividends
received deduction would be reduced to 90 percent of any dividends
with respect to which the payor corporation claimed the dividends paid
deduction. A 100 percent dividends received deduction would be
allowed, however, with respect to dividends that were not deducted by
the payor corporation. Thus, a corporate shareholder would be
entitled to a 100 percent dividends received deduction with respect to
dividends paid in excess of the payor corporation’s Qualified Dividend
Account balance.

Although a corporate shareholder generally would be taxed on only
10 percent of the dividends it receives, the full amount of such div-
idends would increase the corporate shareholder’s own Qualified
Dividend Account balance. This full increase would ensure that the
partial relief from double taxation is not diminished simply because
of the existence of multiple layers of corporate shareholders.

A foreign corporation would not be eligible for the dividends paid
deduction. However, the dividends received deduction allowable under
current law with respect to dividends received by a domestic corporate
shareholder from a foreign corporation’s earnings subject to United
States corporate tax would be increased to 100 percent of such divi-
dends received.

The current law rules that fully tax certain dividends received by
corporate shareholders would not be changed by the proposal. 1If,
therefore, a corporate shareholder would not be entitled to a dedution
under current law with respect to the receipt of a particular
dividend, the dividend would not be subject to the special
intercorporate rules of the proposal. Accordingly, the payor
corporation would be eligible for the 10 percent deduction with
respect to the dividend paid, the full amount of the dividend would be
taken into account in computing the corporate shareholder’s taxable
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income, no dividends received deduction would be allowed to the
shareholder, and no special rules would be used to compute the
shareholder’s Qualified Dividend Account.

The application of these intercorporate rules may be illustrated
by assuming that a wholly owned subsidiary corporation with a Qual-
ified Dividend Account balance of $1,500 paid a $500 dividend to its
parent corporation. The entire $500 dividend would be eligible for
deduction by the subsidiary, which would thus be entitled to a
dividends paid deduction of $50 and would be required to reduce its
Qualified Dividend Account by the amount of the dividend to $1,000.
The subsidiary also would be required to inform its parent that it was
aliowed a $50 dividends paid deduction with respect to the $500 divi-
dend. The parent would thus include $500 in its gross income and
would be entitled to a $450 dividends received deduction. The parent
would thus be taxed on 10 percent of the dividends received from its
subsidiary. The parent’s Qualified Dividend Account, however, would
be increased by $500 with respect to the dividend received.

In summary, the subsidiary corporation would be subject to tax on
$450 with respect to the earnings from which the dividend is treated
as having been paid. 1In addition, if the parent corporation made no
distributions to its shareholders, it would be subject to tax on $50
of income with respect to the intercorporate dividend. Under current
law, an equivalent $500 of income would be taxed to the two corpora-
tions, although the entire amount would be taxed to the subsidiary.
The propesal thus imposes the full measure of the corporate tax, but
no more than that, in the case of intercorporate dividends that are
not distributed outside the corporate sector.

If, however, the parent paid $500 in dividends to its
shareholders it would be entitled to a $50 dividends paid deduction.
Accordingly, the parent would not be subject to any tax with respect
to the earnings attributable to the intercorporate dividend and, while
its shareholders, assuming they were not corporations, would have been
fully taxed on the distribution, 10 percent of the double taxation
would be relieved. Finally, the parent’s Qualified Dividend Account
would be reduced by $500 with respect to the dividends paid to its
shareholders.

Treatment of foreign shareholders. A compensatory withholding tax
would be iImposed on dividends paid to foreign shareholders who are not
entitled to the benefits of a bilateral tax treaty. The compensatory
withholding tax rate would equal the corporate income tax rate times
the percentage of qualified dividends allowable as a deduction. Thus,
the compensatory withholding tax rate would be 3.3 percent (10 percent
of the maximum corporate income tax rate). Dividends that were not
eligible for the dividends paid deduction, because they exceeded the
balance in the corporation’s Qualified Dividend Account, would not
bear the compensatory withholding tax. The compensatory withholding
tax would be imposed in addition to the basic 30 percent withholding
tax on dividends paid to foreign shareholders who are not entitled to
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treaty benefits. In addition, subject to the reservations expressed
in the Analysis section of this chapter, the compensatory withholding
tax would not initially be imposed on dividends paid to foreign
shareholders entitiled to treaty benefits.

Earnings and Profits. The measurement of the extent to which
corporate distributions to shareholders constitute dividends would
continue to be based on the payor corporation’s current and
accumulated earnings and profits. Earnings and profits would continue
to be a measure of the economic income of the corporation. The
precise definition of earnings and profits, however, would be modified
as necessary to reflect other proposed changes.

Effective Date

The proposal generally would be effective on January 1, 1887. The
Qualified Dividend Account would include taxable income only for
taxable years beginning after December 31, 1986. 1In addition,
dividends paid after December 31, 1986, in taxable vears beginning
before January 1, 1987, would be treated for purposes of the dividends
paid deduction as having been paid during the first taxable year
beginning after December 31, 1986.

Analysis

In General. Although the proposal provides only limited relief
from the double taxation of corporate earnings distributed as
dividends, a 10 percent dividends paid deduction represents a
meaningful first step toward reducing the tax burden on corporate
equity. The proposal would thus somewhat reduce the existing
incentive for corporations to raise capital by issuing debt and would
make equity securities more competitive with debt. Because dividend
relief also would reduce the incentive to retain earnings,
corporations would be likely to pay greater dividends and to seek new
capital, both equity and debt, in the financial markets. Corporations
would thus be subject to greater discipline in deciding whether to
retain or how to invest their earnings. The increased level of
corporate distributions would expand the pool of capital awvailable to
new firms. This should, in turn, enhance productivity and efficiency
across the economy.

Effect of Reduction in Tax Rates. Under current law, corporate
earnings paid out as dividends to an individual shareholder in the
highest tax bracket may be subject to an overall tax rate of 73
percent (46 percent on the earnings at the corporate level and 50
percent on the after-tax amount of the dividend at the individual
shareholder level). Because interest payments are deductible by the
corporation, earnings paid out as interest to an individual creditor
are taxed at a maximum rate of only 50 percent. Consequently,
earnings distributed as dividends are relatively overtaxed by 23
percentage points. Without other changes, lowering the maximum
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corporate rate to 33 percent and the maximum individual rate to 35
percent would reduce the relative overtaxation only by a small amount,
from 23 points to approximately 21 points. Under the proposal for
partial dividend relief, the maximum overall tax rate on corporate
earnings distributed as dividends to individual shareholders would
generally be approximately 54 percent. This rate exceeds the maximum
rate on corporate earnings paid out as interest by approximately 19
percentage points.

Effects on Specific Industries. 1Industries and firms that
distribute a large fraction of their earnings as dividends are more
seriously affected by the current double taxation of dividends. The
proposal, therefore, may increase the flow of resources to these
industries. Prime examples of industries that may derive relatively
greater benefit from the dividends paid deduction are the
communication industry and public utilities, such as electric, natural
gas, and sanitary utilities. These industries each distributed nearly
100 percent of their after—tax profits as dividends during the period
from 1980 through 1983,

Foreign Experience. The United Kingdom, France, West Germany,
Japan, Canada, and other countries have adopted tax regimes that
partially relieve the double taxation of dividends. Many of these
countries enacted relief for policy reasons that do not apply equally
to the United States, and have chosen different systems than the one
proposed by the Administration. The extent of dividend relief
provided by these countries ranges from 38 percent to 100 percent.
The Administration proposal for a 10 percent dividends paid deduction
would provide less relief than these countries. Nevertheless, the
proposal represents a first step toward reducing the double taxation
of dividends.

Treatment of Foreign Shareholders. Most of the countries that
have adopted some form of relief from the classical system of double
taxation of corporate earnings distributed to shareholders have denied
part or all of the benefits of that relief to foreign shareholders,
although some countries have granted dividend relief to foreign
shareholders through bilateral tax treaties. The United States has
been only partially successful in obtaining the benefits of other
countries’ dividend relief provisions for its citizens and residents.

The most common method of dividend relief that has been adopted by
these countries is the so-called "imputation" system. Under such a
system, shareholders include in income and are entitled to claim a
credit for a portion of corporate taxes paid on distributed earnings.
The benefits of such a system usually are denied to foreign share-
holders simply by allowing only domestic shareholders to obtain the
credit for taxes paid by the corporation.

In contrast to the imputation system adopted in many countries,
the proposal would allow domestic corporations a deduction equal to
10 percent of certain dividends paid to their shareholders. The ben-
efits of this dividend deduction system could be denied to foreign
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shareholders by imposing a compensatory withholding tax on deductible
dividends paid to foreign shareholders. The amount of the compen-
satory withholding tax would exactly offset the deduction allowable to
the payor corporation.

Virtually all United States bilateral tax treaties, however, es-
tablish a maximum rate at which withholding taxes may be assessed on
dividends. Those treaty provisions would be directly vielated if the
benefits of the dividends paid deduction were denied to foreign share-
holders by imposing a compensatory withholding tax on dividends paid
to residents of treaty countries.

Countries using the imputation system have avoided this treaty
difficulty, while denying the benefits of dividend relief to foreign
shareholders, because, as a purely formalistic matter, no increased
withholding tax is imposed when the ability to obtain the credit is
limited to domestic shareholders. Accordingly, the denial of the ben-
efit to foreign shareholders technically does not result in a direct
treaty viclation.

As a matter of economic substance, there is no difference between
denying foreign shareholders a credit for corporate taxes paid under
an imputation system of dividend relief and imposing a compensatory
withholding tax on distributions to foreign shareholders under a
dividends paid deduction system. Because the two schemes are
economically equivalent, it would be unwarranted to adopt an imput-
ation system, rather than a dividend deduction system, merely to avoid
technical treaty vieclations. Moreover, in the context of the United
States economy and tax system, an imputation approach to dividend re-
lief would be extremely cumbersome. A dividend deduction system,
therefore, has been proposed.

The United States benefits significantly from its bilateral income
tax treaties and takes seriously its obligations under those treaties.
It is therefore reluctant unilaterally to violate the treaties.
Accordingly, subject to the limitation expressed below, the proposed
compensatory withholding tax initially would not be imposed generally
with respect to dividends paid to shareholders resident in treaty
countries, and the benefits of dividend relief thus would be extended
unilaterally to such shareholders.

This unilateral extension of dividend relief to certain foreign
shareholders is troubling in two respects. The first concern involves
"treaty shopping," which is the use, through conduit corporations, of
tax treaties by residents of non-treaty countries. Only a limited
number of treaties presently lend themselves to abuse in this way, and
negotiations aimed at resolving this problem with these countries are
continuing. The incentives to engage in treaty shopping, however, may
be increased under the proposal. Therefore, efforts to eliminate
treaty shopping would be intensified. 1If it is not possible to re-
solve this problem in the very near future, then the United States
should, at a minimum, refuse to allow the benefits of the dividends
paid deduction to persons claiming benefits under treaties that lend
themselves to treaty shopping.
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Second, as already noted, countries with imputation systems gen-
erally have not unilaterally extended the benefits of dividend relief
to United States residents, although several have extended some or all
of the benefits through treaty negotiations. The United States would
expect that countries that have not previously done so would extend
the benefits of their dividend relief rules to United States resi-
dents. Treaty negotiations would thus be undertaken with that view.
Unwillingness of treaty partners to negotiate meaningfully on this
issue should cause a reversal in the decision unilaterally to extend
benefits to foreign shareholders in treaty countries. The
Administration would therefore propose to retain the authority,
through certification by the Secretary of the Treasury, to impose a
compensatory withholding tax on the residents of those treaty partners
with which it is not possible to resolve issues concerning treaty
shopping or the granting of reciprocal benefits under the foreign
imputation system.
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REPEAL $100/5200 DIVIDEND INCOME EXCLUSION

General Explanation

Chapter 6.03

Current Law

Dividend income received by an individual generally is subject to
Federal income taxation, There is, however, an exclusion from gross
income for the first $100 of dividend income received by an individual
from domestic corporations. 1In the case of a husband and wife filing
a joint return, the first $200 of dividend income is excluded
regardless of whether the dividend income is received by one or both
spouses.

Reasons for Change

The $100 dividend exclusion narrows the base of income subject to
tax without creating a proportionate incentive for investment in
domestic corporations. The exclusion provides no marginal investment
incentive for individuals with dividend income in excess of $100, and
only a minor incentive for other individual taxpayers. In addition,
the partial dividends-received exclusion contributes to complexity in
the tax system by adding an extra line (and two entries) on the
individual tax Form 1040 and two lines on the Form 1040A.

Progosal

The partial exclusion for dividends received by individuals would
be repealed.

Bffective Date

The provision would apply to taxable years beginning on or after
January 1, 1986.

Analysis

Repeal of the dividend exclusion is not likely to have a
significant effect on aggregate economic behavior. The great majority
(76 percent) of taxpayers who receive dividends claim the full amount
of the dividend exclusion. For these taxpayers, repeal of the
exclusion would have no effect on marginal tax rates and thus should
not affect investment decisions. Even for those taxpayers who do not
receive sufficient dividends to claim the full amount of the
exclusion, repeal should not have a significant impact. Although the
current marginal rate of tax for such persons on additional dividends
(up to the amount of the exclusion) is zero, the relatively small tax
savings available from the exclusion (up to $50 for individuals and
$100 for joint returns, assuming a maximum tax rate of 50 percent) is
not a substantial investment incentive.
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